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Students' Department
Edited by Seymour Walton
(Assisted by H. A. Finney)

AMERICAN INSTITUTE EXAMINATION, NOVEMBER, 1919
In regard to the following attempt to present the correct solution to
the questions asked in the examination held by the American Institute of
Accountants in November, 1919, the reader is cautioned against accepting
the solutions as official. They have not been seen by the examiners—still
less endorsed by them.

ACCOUNTING THEORY AND PRACTICE
Part I

November 14, 1919, 9 A. M. to 1 P. M.

Answer questions 1 and 3, and any three other questions

Question 1:

Spark Plug & Auto Supply, Inc., is the manufacturer of a patented spark
plug and is also dealer in automobile supplies. From the following trial
balance (as of October 31, 1919) and information prepare balance-sheet and
profit and loss statements showing cost of manufacture of spark plugs and
gross and net profit on sales:
Advertising ...................................................................
$ 26,450
Accounts receivable .....................................................
180,105
“
payable..........................................................
$ 42,500
Bills receivable.............................................................
35,000
“ payable trade creditors.......................................
22,700
“
“
First National Bank..............................
150,000
Bonds, 5% 1st mortgage.............................................
250,000
Building factory...........................................................
225,000
Bad debts written off...................................................
7,850
Capital stock:
Common fully paid
Authorized $250,000
Issued......................................................................

6% preferred:
Authorized and issued.........................................
Dividend preferred stock.............................................
Delivery expenses.........................................................
Delivery, equipment and trucks..................................
Directors’ fees..............................................................
Discount on sales..........................................................
Freight: raw materials...............................................
“
automobile supplies.....................................
Finished goods..............................................................
First National Bank current account.........................
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18,000
7,140
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2,500
12,200
12,050
2,345
34,320
51,850
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General expenses..........................................................
14,770
Goods in process..........................................................
13,250
Heat, light and power.................................................
22,200
Interest on bonds .......................................................
9,375
Insurance and taxes: factory ....................................
17,400
Labor: productive........................................................
233,846
“
non-productive ...............................................
99,444
Liberty bonds...............................................................
195,000
Loose tools....................................................................
15,270
Machinery and plant....................................................
165,090
Office furniture and fixtures.......................................
1,200
Payroll.................................
Patent rights ................................................................
30,000
Purchases: raw materials .........................................
450,960
“
automobile supplies.................................
141,690
Repairs...........................................................................
14,050
Rent: warehouse..........................................................
3,875
Reserve for depreciation: buildings..........................
“
“
“
machinery ......................
“
“ bad debts.................................................
Real estate: factory site.............................................
150,000
Shop supplies and expenses........................................
15,560
Surplus ............................................................................
Sales: spark plugs......................................................
“
automobile supplies ..........................................
Salaries: office and general.........................................
14,500
“
salesmen .......................................................
34,600
Traveling expenses..........................................................
22,300

$2,288,440

4,278

20,500
16,836
8,000
173,011
1,063,020
137,595

$2,288,440

Inventories, November 1, 1918:
Raw materials..............................................
$ 14,500
Automobile supplies.............................................
22,450
Inventories, October 31, 1919:
Raw materials.................................................
27,300
Automobile supplies.............................................
19,200
Finished goods......................................................
50,400
Goods in process...................................................
17,205
Loose tools............................................................
10,500
Reserve for bad debts to be adjusted to 5% of open
accounts.
Depreciation for the 12 months ended October 31, to be allowed as follows:
Factory buildings, 2%.
Machinery, 5%.
Delivery equipment, 10%.
Furniture and fixtures, $200.
Disregard fractional parts of a dollar.
Patent rights expire October 31, 1925.
Advertising, $950.00 applies to next season.
Taxes on factory buildings accrued, $1,400.00.
First mortgage 5% gold bonds are a first charge on all the assets of the
company.
Interest payable quarterly on the first of February, May, August and
November.
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Answer to Question 1:

The problem does not furnish any basis for the allocation of costs
between spark plugs and automobile supplies, except that the company manu
factures the former and only deals in the latter. All the manufacturing
expense is therefore to be charged against the spark plugs, although part
of the heat, light and power may be selling or office expense. The selling
expenses might be apportioned between the two classes of sales, if proper
data were available. The ratio between the sales of the two departments
may be far from a proper basis for distributing the expense. The wording
of the question would indicate that the gross and net profit is required on
the total sales and not on each kind separately.
It is to be noted that the 1918 inventories of raw materials and of auto
mobile supplies are included in the respective purchase accounts, while the
other 1918 inventories are in separate accounts, which are not designated
as inventories.
The credit to payroll, $4,278, is assumed to be accrued wages not yet due,
although that entry is not usually made until the other adjusting entries are
put on the books.
Profit and Loss Statement

Spark plugs:

Year ended October 31, 1919

Sales..................................................
Cost of spark plugs made and sold:
Goods in process, Nov. 1, 1918........
Raw material, inventory, Nov. 1,
1918............................................. $ 14,500
Purchases ......................................... 436,460
Freight ...............................................
12,050

Less inventory Oct. 31, 1919..

$463,010
27,300

Productive labor..............................
Non-productive labor......................
Heat, light and power .....................
Repairs .............................................
Shop supplies and expense.............
Factory insurance and taxes...........
Patents (1/7)....................................
Loose tools........................................
Depreciation, buildings...................
“
machinery and plant..

99,444
22,200
14,050
15,560
18,800
4,286
4,770
4,090
7,412

$1,063,020

$ 13,250

435,710

233,846

190,612

Less inventory goods in process....

$873,418
17,205

Cost of spark plugs made...............

$856,213
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Finished goods inventory Nov. 1,
1918 ....................................

34,320
$890,533

Finished goods inventory Oct. 31,
1919 ....................................

50,400

Cost of spark plugs sold.................

$840,133

Gross profit, spark plugs.................

$222,887

. Automobile supplies:
Sales .........................................
Inventory, Nov. 1, 1918....................
Purchases .........................................
Freight...............................................

22,450
119,240
2,345

Less inventory Oct. 31, 1919..........

$144,035
19,200

137,595

124,835

Gross profit automobile supplies...

12,760

Total gross profit ............................

$235,647

Selling expenses:
Rent warehouse...............................
Advertising.......................................
Salesmen’s salaries..........................
Traveling expense ..........................
Delivery expense ............................
Depreciation delivery equipment...

3,875
25,500
34,6oo
22,300
7,140
925

94,340
$141,307

Gross profit on sales.........................
General expense:
Salaries: office and general......
Directors’ fees...........................
General expense...............................
Depreciation: furniture and fixtures

14,500
2,500
14,770
200

31,970

$109,337

Operating profit ..............................
Financing expense:

Bond interest....................................
Discount on sales..............................
Bad debts...........................................
Net profit to surplus........................
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Surplus

Dividends paid on preferred.$ 18,000
Balance Oct. 31, 1919........... 230,793

Balance Nov. 1, 1918........... $173,011
Profits to Oct. 31, 1919........ 75,782

$248,793

$248,793
Balance Nov. 1, 1919............$230,793

Balance-Sheet

October 31, 1919

Assets
Fixed assets:

Buildings........................................... $225,000
Less reserve.......................................
24,590

200,410

Machinery and plant ....................... $165,090
Less reserve .....................................
24,248

140,842

Land: factory site............................
Delivery equipment..........................
Less reserve......................................

150,000

$9,250
925

Office furniture and fixtures...........
Patent rights.....................................
Investment: Liberty bonds...............

8,325

1,000
25,714

526,291
195,000

Active assets:

Inventory: finished goods.........
goods in process..........................
raw material................................
auto supplies................................
loose tools....................................

50,400
17,205
27,300
19,200
10,500

Bills receivable.................................
Accounts receivable.........................
First National Bank........................

124,605
35,000
180,105
51,850

391,560

Deferred charges:
Advertising..................................

950
$1,113,801

Liabilities
Fixed liabilities:
Bonds.......... ......................................
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Active liabilities:
Bills payable trade..........................
“
“
bank ..........................
Accounts payable..............................
Bond interest accrued.....................
Wages accrued.................................
Taxes accrued..................................

Reserve, for bad debts......................
Capital and surplus:
Capital stock, common......................
“
“ preferred ...................
Surplus ...............................................

22,700
150,000
42,500
3,125
4,278
1,400

224,003

9,005

100,000
300,000
230,793

630,793

$1,113,801
Question 2:
The certificate of incorporation of the company referred to in the preced
ing question provides for the redemption of preferred stock “out of surplus
profits,” $30,000, to be redeemed November 1, 1919, and $30,000, yearly there
after. The stock redeemed in 1919 is to be purchased at 105 and accrued
dividends, in 1920 at 110, and so on, the 1928 redemption being at 150.
Assuming that purchases of stock are made in accordance with the above
requirements, and that the directors take the necessary steps for the can
cellation of the issue, explain how the various transactions should be recorded
in the books of the company and illustrate your answer by journal entries.
How would you show the accounts in the balance-sheet at any time during
the redemption period?

Answer to Question 2:

The premium on the stock redeemed is a financial loss to the company,
but it is not an operating loss to be charged in the profit and loss account of
any one year. It is a charge against surplus, and should be made when
closing the books on October 31st of each year. The entry would be in 1919:
Preferred stock..........................................................
Surplus.........................................................................
Holders of redeemed stock.................................

$30,000.00
1,500.00

$31,500.00

To carry out the action of the board of direc
tors redeeming preferred stock.

There could also be an entry as follows:
Surplus.........................................................................
Appropriated surplus.........................................

$30,000.00

$30,000.00

To show appropriation of proceeds of surplus
to redemption of stock.
It is assumed that there would be some provision designating which stock
was to be redeemed, probably 10 per cent of each stockholder’s original
holdings. Otherwise it might be impossible to get the stock at 105.
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The provision for the accrued dividend seems to have been made already,
since the full year’s dividend has been charged.
When the holders of the redeemed stock are paid, their account will be
charged; but as that is not done until after October 31st, it does not affect
the balance-sheet.
All the changes in the balance-sheet will be on the credit side. Capital
stock preferred will be reduced $30,000.00; free surplus will be reduced
$1,500.00. To offset these there would be a new account of redeemed stock
$31,500.00. The surplus account would be divided as follows:
Surplus:
Appropriated to redeem preferred stock........
Free...................................................................

$ 30,000.00
199,293.00

$229,293.00

The only question that can be raised is as to whether or not the premium
shall be averaged, instead of being charged off as it is paid. The total pre
mium in the ten years would amount to $82,500.00 and the annual average
would be $8,250.00. The objections to this plan are that the annual increase
in the premium is evidently intended to make the burden proportionate to the
surplus, which it is naturally expected will also increase; that there is no
absolute certainty that the company will make enough profit to permit the
redemption of the stock regularly every year, and the average may be de
stroyed ; and that the premium is in reality an extra dividend, and dividends
are not charged to surplus until they are declared payable.
It is hardly worth while to consider a claim that might be made that the
premium is a special dividend of 5 per cent declared each year on all the
outstanding stock—in other words that the stock is actually preferred at
11 per cent, 6 per cent payable in cash on all the outstanding stock, an addi
tional 5 per cent in cash on $30,000 of the stock each year, and that 5 per
cent is to be credited to accrued dividends not due on the unredeemed stock.
This would set up a large accrued liability which did not exist and would
not materialize until the directors had taken appropriate action each year.

Question 3:
In Mr. Jones’ private ledger he keeps accounts with each investment he
makes, one of which is an investment of 1,000 shares (par value $100) of
the A. B. Company, which he acquired in July, 1914, for $85,000. After this
date and up to December 31, 1918, he makes further purchases and sales
of this stock. A certified public accountant called in to prepare Mr. Jones’
income-tax return for 1918 finds that these and other transactions have been
written up in the folowing manner, no effort to show the profit on the sale
of 1,000 shares on June 1, 1918, having been attempted:
Investment A. B. Company Account

July 1/14. 1,000 shares purchased..............................
Dec. 31/14, Entry to carry this stock at par...........
May 31/15. Purchased 1,500 shares at par...............
Nov. 30/15. Sold 300 shares at 125............................
Dec. 31/15. Profit and loss—profit on sale of 300
shares .....................................................................
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July 1/16. Stock dividend of 50% on 2,200 shares
declared from profits accumulated prior to March
1, 1913 ......................................................................
110,000
Feb. 28/17. Sold 700 shares @ 110............................
Dec. 31/17. Profit and loss, profit made on sale of
700 shares.........................................................
7,000
June 1/18. Sold 1,000 shares @ 125..........................

77,000

125,000

Rewrite this entire account to show how it should have been kept in order
to show the actual profit on each sale, and also calculate the actual profit on
the last sale of 1,000 shares. What is the book value of the total shares on
hand December 31, 1918?
Answer to Question 3:

If the shares of stock of the A. B. Company, purchased and sold by
Mr. Jones at various times, could in each case be identified—that is, if the
shares represented by each purchase were kept distinct from the shares in
volved in each other purchase, by a record of certificate number, by marks
upon the certificates or by some other method—it would be necessary to use
a separate account for each purchase, since each lot of shares would con
stitute a distinct and separate unit of property for income-tax purposes.
Any one of such units could be sold at any time by Mr. Jones without in
terfering with the other units, and he would be required to report the taxable
gain or deductible loss for that particular property, consisting of the differ
ence between its cost and selling price. For example, in making his sale
of 300 shares on November 30, 1915, he might sell 300 of the shares pur
chased at 85, in which case he would make a profit of $12,000, or he might
sell 300 of the shares purchased at par, in which case he would make a profit
of $7,500. Assuming, however, that Mr. Jones is unable to identify the par
ticular shares purchased at any time, which would be the result if he
obtained a single certificate after his purchase of May 31, 1915, to repre
sent his 2,500 shares then owned, the accounts would be kept as follows,
based upon the presumption that the shares sold at any time were the shares
then owned which had been first purchased, and that any shares remaining
unsold were the shares which had been last purchased.
Stock

of

A. B. Company

July 1, 1914. 1,000 shares purchased at 85...
May 31, 1915. 1,500 shares purchased at 100.
Nov. 30, 1915 300 shares sold at 125, cost 85.
(Credit profit and loss, $12,000)
July 1, 1916. Stock dividend of 50%—1,100
shares. (Cost of remaining 700 shares
purchased at 85, or $59,500, now repre
sents cost of 1,050 shares, or $56.67
per share. Cost of 1,500 shares pur
chased at par now represents cost of
2,250 shares, or $66.67 per share.)
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Dec. 31, 1916.

Balance, cost of remaining shares:

1,050 shares at $56.67....................................... $ 59,500.00
2,250 shares at 66.67....................................... 150.000.00

3,300 ........................................................................

$209,500.00

$209,500.00

$235,000.00

$209,500.00

Jan. 1, 1917. Balance forward.................................
Feb. 28., 1917. 700 shares sold at 110, cost
$56.67 ........................................................................
(Credit profit and loss, $37,333.33)
June 1, 1918. 1,000 shares sold at 125, cost
$66.67 ......................................................................
(Credit profit and loss, $58,333.33)

Dec. 31, 1918.

$235,000.00

$ 39,666,67

66,666.67

Balance, cost of remaining shares:

1,250 shares at $66.67...................................... $ 83,333.33
19,833.33
350 shares at 56.67.................................
103,166.66

$103,166.66
$209,500.00

$209,500.00

The entry with reference to the last sale made on June 1, 1918, and the
computation of profits thereon, are based upon a strict literal application of
the rule stated by the treasury department as follows: “The stock sold shall
be charged against the earliest purchases of such stock.” It is true that Mr.
Jones held on that date 350 shares which he had acquired on July 1, 1916,
as a result of the stock dividend upon the 700 shares of his first purchase in
1914. It might therefore be contended that these 350 shares were held by
Mr. Jones as the result of his first purchase, and therefore that any sale
should be charged against this stock in priority to the stock purchased on
May 31, 1915. On the other hand, on June 1, 1918, Mr. Jones owned 1,500
shares, which were purchased at a date prior to the date when he acquired
the 350 shares received as dividend. It seems to follow that the sale on
June 1, 1918, should be charged against this prior purchase, rather than
against the stock subsequently received by reason of the stock dividend,
even though the stock dividend was in part paid upon shares purchased at
a still earlier date. Mr. Jones is also entitled to claim the benefit which he
obtains by this interpretation until the treasury department changes its
rulings. If this sale were charged against the 350 stock dividend shares, the
taxable income of Mr. Jones would be $3,500 greater than it is according
to the method used. (Answered by Kixmiller & Baar, counsel for Commerce
Clearing House.)
Question 4:
Discuss the treatment of expenditures for (I) ordinary repairs and (II)
replacements in their relation to capital expenditures, profit and loss and
reserve for depreciation.

Answer to Question 4:
(I) Managers, superintendents and foremen are naturally interested in
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keeping down operating expenses for which they are responsible. Their
interest lies in charging repairs, which are operating expenses, to the asset
account of machinery, etc., charges to which are capital expenditures. If
allowed to do this, they are unduly inflating the assets with items which do
not increase any asset values and are equally inflating the profits by the
omission of operating costs.
Where ordinary repairs are nearly uniform in different periods they may
be charged as operating cost as they occur. Usually they are not uniform,
and should be averaged by a uniform charge to operating and a credit to
reserve for repairs. Actual expenditures are charged to the reserve. Some
times the reserve for depreciation is made large enough to include repairs,
but it is better to have a separate reserve account.
(II) When an asset which is scrapped as a unit is replaced, the proper
entry is to credit its original value to the asset account and to charge cash
for the scrap value realized, if any, reserve for depreciation with the amount
that has been credited to it for this particular asset, and surplus for the
difference, if any, unless the plan of averaging depreciation is adopted. The
cost of the new asset is charged to the asset account. In this way any
increase or decrease in the value of the new asset as compared with the old
one is taken up as a capital expenditure or saving.
When parts of an asset are replaced from time to time, the asset is to
that extent virtually as good as new—that is, the depreciation of that part of
the asset has been offset, and the cost of replacement should be charged to
depreciation reserve. If the asset is permanently improved, a portion of the
cost should be charged to the asset account as a capital expenditure. The
only profit and loss entry would occur when the reserve for depreciation
was set up.
Question 5:
A corporation carries on its books an account with patents it has acquired
from time to time by outright purchase during a period of ten years. They
are still carried at original cost and it is decided to determine their present
value, based upon the expiration of the life of the patents. Describe how
you would proceed accurately to secure this result.
Answer to Question 5 :

The life of a patent is 17 years; therefore the date at which it will
lose its value is accurately known. It is a wasting asset, and is considered to
lose value each year in proportion to the number of years it still has to run,
or, to be accurate, the number of months. The amount paid for each patent
is divided by the number of years or months that it then had of remaining
life to determine the rate of wastage. This rate of wastage is multiplied by
the years or months elapsed between the date of purchase and the present
date, the product being credited to the patent account and charged to
surplus. In closing the books each year in the future the amount of wastage
on the patents is charged as an operating expense.
In ordinary circumstances the possession of exclusive rights under the
patents gives a business the opportunity to establish a valuable goodwill.
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If the amounts paid for the patents are very large, it may be successfully
claimed that part of their cost was incurred in paying for this goodwill.
If that is so, the whole of the cost of the patents need not be written off
during their life, but a portion may be left as goodwill.
Question 6 :
A wholesale and retail company, which also manufactures most of the
goods sold by it, determines through its cost system in the factory the cost
of manufacture and proposes to bill its wholesale department for all goods
manufactured at cost plus 10%. What effect will such procedure have on
statements issued by this company?
Answer to Question 6

This procedure would mean that the wholesale department was apparently
paying 10% too much for the goods and that its profits were correspondingly
reduced. Both manufacturing cost and selling expense would be thrown out
of proportion in relation to net sales. The total profits of the company would
not be affected as far as the goods made and sold during the year were con
cerned, but the profits would be reduced by an amount equal to one-eleventh
of the goods on hand at the beginning of the year, and would be increased
to the extent of the same proportion of the goods on hand at the end of the
year, if the inventories were taken at the prices billed to the wholesale
department.
A business cannot make a profit by manufacturing goods. It is necessary
to sell them before any profit can be made; therefore it is not scientific to
allow the factory any profit on the goods it makes.
Question 7:
State briefly the reasons advanced against including interest on owned
capital in manufacturing costs.

Answer to Question 7:
It is assumed that this question refers only to the capital that is invested
in the factory, since, as far as we know, it has never been claimed that any
interest should be added to manufacturing costs except that calculated on
the value of the fixed assets necessary to manufacture the product.
Manufacturers do not invest in land, buildings and machinery for the
sake of earning interest. They expect that the use of these fixed assets will
produce goods the sale of which will result in profits. If the expected profits
consisted merely of interest there might be some foundation for the claim
that interest was part of the cost. The profits cover much more than interest,
such as the element of risk, the personal business ability of the proprietors
or their representatives, taxes on capital and earnings and usually a further
element of extra profit in prosperous years to provide against a decrease in
normal returns in poor years.
Interest should not be considered an operating cost at all. It is the
business of capital to furnish all the funds necessary to carry on an enter
prise. If there is not ready money enough supplied by the capital of the
proprietors it is necessary to call in others to supply the lack, Therefore,
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capital offers investors inducements to advance the necessary funds. The
inducement is larger or smaller according to the security that is offered,
whether on short unsecured notes or on long-term bonds amply secured
by real estate. The raising of this money is entirely the concern of capital
and not of the manufacturing department of the business.
The impossibility of fixing a rate which can be called pure interest is
another objection. All interest payments are influenced to a certain extent
by the risk incurred in even the best secured loans. There is no such thing
as a natural rate of interest, since the element of risk is always present and
must always be covered.
If it is claimed that interest actually paid by the company will furnish the
rate, an insuperable difficulty arises when more than one rate is paid. The
interest paid may be at one rate on preferred stock, another on long-time
bonds and a third on short-time notes.
The greatest objection of all is that the inclusion of interest on the value
of factory fixed assets would be illogical unless interest is also included on
account of the capital tied up in material and labor paid for in many cases
long before the goods are finished. If it costs interest to carry fixed assets,
interest certainly would be required also to carry all the other manufacturing
expense until the goods are turned over to the selling department. Even then
interest would not stop, because it is still necessary to carry large sums
locked up in goods on hand and in accounts receivable, until actual cash is
realized. Interest would then be a selling cost also. Unless a concern were
a heavy borrower, the result would be that its charges to manufacturing
cost and to selling expense and credits to interest would result in showing a
large net earning from interest, when it may not have received a single
dollar of actual interest.
Inventory

at

Cost

or

Market

Editor, Students’ Department:
Sir: Should an inventory of raw material used in a printing plant be
taken at its actual cost or at market value ? I have seen articles from time
to time in The Journal of Accountancy advising cost or market which
ever is lower, although I am inclined to believe this is meant to cover mer
cantile establishments only, and would not apply to inventories of raw
material in a manufacturing plant the selling price of whose finished product
is based on actual costs. Am I correct in this assumption?
Your valuable advice will be greatly appreciated.
Yours truly,
H. B. M.
Harrisburg, Pennsylvania.
I have always taken the ground that the rule in regard to valuation of
inventories at whichever price is lower, cost or market, did not apply when
the selling price was not affected by a drop in the market.
If I am making flour, and wheat falls, I shall have to reduce the price
of my flour. But if I am making a breakfast food my price is virtually
stable; therefore I shall make a smaller profit on the produce made from my
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inventory of wheat than I would have made if I had bought less wheat.
But that is a question to be settled when the sales are made, not when the
inventory is taken.
In your case I should certainly take the inventory at cost without any
regard to market conditions, since the selling price is based on actual cost
and is not affected by the market price of raw materials.
Because a profit is less than it might have been does not make it a
partial loss at one time and a greater profit at another, as would be the case
if you valued inventory at less than cost. When sales are made the next
month you would register a profit that you did not make, to offset the
apparent loss at the last closing which was not then realized and never would
be realized as a loss.
The effect on the income tax is not considered. If the inventory is taken
at market value the tax this year would be reduced, while that for next year
would be correspondingly increased.
Capitalization of Goodwill

Editor, Students’ Department:
Sir: I trust that I am not exceeding my privilege as a subscriber in
asking you the following question:

A corporation organized prior to March 1, 1913, has a capital of $200,000
and a surplus at the present time of $500,000. Its average earnings have
exceeded 20% annually on the capital invested. The business is not of a
fluctuating nature, but steadily increases in both volume and percentage of
earnings. It seems apparent that the corporation has a goodwill equal in
value to the capital stock.
Can this goodwill be set up as an asset on the books and stock be issued
in an equal amount and distributed to the present stockholders without
causing them to pay taxes thereon ?
Or would it be necessary to distribute the total surplus created from earn
ings before this could be done?
Or would it be possible to set up goodwill as an asset on the books of the
corporation and provide a special reserve of equal amount and be able to
use 25% of the amount as capital?
Yours truly,
A. C. K.
Evansville, Indiana.

The goodwill cannot be put on the books at all as you propose. Dicksee,
the English authority, says: “The only excuse for the insertion of such an
item as goodwill in accounts is that such an amount has actually been paid
by the present proprietor for the goodwill of a business.” This opinion has
been universally concurred in by all accountants in this country as well as in
Great Britain.
The reason for this is that the plan falsifies the profits and leads to a
still further expansion if logically carried out. The only offsetting entry
would be a credit to surplus. If it is desired to increase the capital stock, it
can then be done by a stock dividend.
In the case in point, if it is considered that the accumulation in a given
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time of a surplus of $500,000 is a justification for writing into the accounts
a goodwill of $200,000, the surplus will become $700,000. But if $500,000
justifies a 40% goodwill, or $200,000, a surplus of $700,000 would justify a
goodwill of $250,000, raising the surplus to $780,000, necessitating the raising
of the goodwill to $312,000, and so on.
If the corporation should combine with others in a new company, it
could and, of course, would demand a recognition of its goodwill. If that
were agreed to be worth $200,000 the corporation would receive from the new
company $900,000 in payment for its business to cover its capital stock of
$200,000 and surplus of $700,000. The new company, having paid for the
goodwill, is entitled to carry it as an asset for its cost, $200,000, and this is
the first time it can legitimately appear as an asset on any books. Of course,
it can at the same time be put into the accounts of the original corporation
by an offsetting credit to surplus in recognition of and preparation for the
sale. It is a credit to surplus and not to capital, because it is an increase in
the net worth of the business, which now becomes a real profit by realization
through the sale.
Goodwill is a fixed asset and as such cannot be written up; therefore the
new company, however prosperous, cannot increase the amount beyond its
cost.
Stock Record

at

Branches

Editor, Students’ Department:
Sir: I would appreciate your advice on the following problem, which
has come up in our business:
We wish to maintain a stock record at all branches on finished products
and raw materials and at the same time have check on them at the home
office. General books, including expense ledgers, are handled in home office,
branches having only sales ledgers at present. All finished products and raw
materials are billed to branches at cost prices; but as we do not wish various
stock clerks to know cost prices, I am at loss just how to handle the matter.
J. D. G.
Freeport, Illinois.

As I understand your question you wish to bill the goods to the branches
in such a way that you will always know the quantities and the cost of the
shipments.
You can keep track of the quantities in various ways. If there are many
items the best way is to have a card system for each branch. This requires
a card for each kind of goods, with columns for quantity sent to, sold by and
on hand at the branch. It hardly seems worth while to keep such an elaborate
system of cards.
If you bill at cost there is no way to prevent any one at the branch from
forming the opinion that the prices are cost. The best way is to bill at either
selling prices or at some figure so much higher than cost as to make it
evident that it cannot be cost. By always adding the same percentage to
actual cost it is easy to reduce your conventional price to cost.
It does not make a particle of difference at what price you bill a branch
because, of course, you credit all shipments to branches to “branch sales”
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and not to your regular sales account. The only time when cost is necessary
is in pricing the inventory at the branch, and, as that is done on the home
office books, the branch knows nothing about it.
Averaging Cost

Editor, Students’ Department:
Sir: I shall be greatly obliged if you will give this question your con
sideration and give me your answer at your earliest convenience:
Over a separating table which costs $10.00 an hour to operate, there pass
ten tons of sand. This sand contains four different minerals, every ten tons
containing one ton mineral A, two tons mineral B, three tons mineral C and
four tons mineral D. These various minerals are separated by the table.
The question is: Shall the cost of operating the table for one hour be
divided by the ten tons produced, giving mineral A produced a cost of $1.00,
mineral B $2.00, mineral C $3.00, mineral D $4.00, or shall the cost of the
one ton of mineral A be ¼ of $10.00, two tons mineral B ¼ of $10.00, three
tons mineral C ¼ of $10.00, and four tons D ¼ of $10.00?
Thanking you for your consideration of this problem, I remain,
Very truly yours,
R. S. T.
Niagara Falls, New York.
As the cost of separation must be in proportion to the number of tons
handled, my opinion is that each class of sand should be charged with the
proportion of cost that its tonnage bore to the total tonnage. In this case
A would be charged $1.00, B $2.00, C $3.00 and D $4.00. It is hardly possible
that it would cost no more to separate D's four tons than it does A’s one ton.
Suppose different lots varied, as I should think they would, and the result
of one was: A 1, B 1, C 2 and D 6. If each is charged ¼ of the cost, this
lot would show twice the normal per ton cost for B and 1½ times for C,
while D’s cost would be only ⅔. This does not seem logical. It would make
it difficult to ascertain standard costs for the different grades.

Enos Spencer
Enos Spencer, of Louisville, Kentucky, died suddenly January 17, 1920.
Mr. Spencer was one of the oldest and best-known members of the American
Institute of Accountants, and had always been active in conventions and other
matters concerned with the progress of the profession to which he belonged.
For many years he had been not only a practising accountant, but also an
instructor.
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